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SEC Proposes New Framework for Registered 
Investment Company Use of Derivatives

The SEC has proposed significant 
new rules for registered open-end and 
closed-end investment companies 
(funds and ETFs) and business devel-
opment companies that would limit 
the use of derivatives in their portfolios 
and would require changes in the way 
funds “segregate” assets to comply with 
Section 18 of the Investment Company 
Act. This is the third of Chair Mary Jo 
White’s five major rulemakings intend-
ed to strengthen the SEC’s oversight 
and regulation of the asset manage-
ment industry.

The proposal marks a major de-
parture from decades of long-standing 
established SEC guidance that nei-
ther explicitly nor quantifiably limited 
the aggregate exposure of derivatives 
or use of financial commitment 
transactions in a fund. In-

© 2016 IAA All Rights Reserved 

stead, that guidance imposed broader 
asset segregation requirements for cov-
ering certain exposures, often based on 
the type and operation of the particular 
derivative instrument. 

The new rule includes the following 
primary elements: limits on the percent-
age of portfolio exposure to derivatives; 
new limits on the specific types of as-
sets that can be used for asset segrega-
tion (coverage of exposures); for many 

funds, a formalized and Board-ap-
proved derivatives risk manage-
ment program, including the ap-
pointment of a new derivatives 
risk manager; and additional 
disclosure under the Act. 

The Division of 
Economic and 
Risk Analysis 
(DERA) also is-
sued a white 

paper on the use 

 “This is a complex proposal on a complex topic, with the potential to 
significantly impact the portfolio management and operations of certain 
types of registered funds.  We look forward to hearing our members’ views as 
we evaluate the proposed rules and consider whether to weigh in.” 

— Bob Grohowski, IAA General Counsel

of derivatives by registered investment 
companies to accompany the release, 
which is available at http://www.sec.
gov/dera/staff-papers/white-papers/
derivatives12-2015.pdf.

Rule Limits Portfolio’s Exposure 
to Derivatives and Financial 
Commitment Transactions

A fund relying on new rule 18f-4 
to enter into derivatives transactions 
would need to comply with either the ex-
posure-based portfolio limit or the risk-
based portfolio limit in order to limit the 
amount of leverage the fund may obtain 
through derivatives and certain other 
transactions. 

Under the first option, the exposure-
based portfolio limit, a fund would be 
required to limit its aggregate exposure 
to 150 percent of the fund’s net assets. 
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The IAA and the investment adviser 
community faced a tidal wave of regu-
latory activity in 2015 (see our 2015 
Year in Review included with this IAA 
Newsletter, and online at www.invest-
mentadviser.org/eweb/Dynamicpage.
aspx?webcode=activityreport), and that 
trend promises to continue unabated in 
the New Year—from a new anti-money 
laundering regime, to heightened data 
reporting on Form ADV, to a requirement 
that advisers help the SEC supplement 
its adviser examinations by paying inde-
pendent third parties to conduct com-
pliance reviews, to a second round of 
SEC cybersecurity examinations. These 
developments will not only present busi-
ness, risk, and compliance impacts but 
also significant technological challenges 
affecting firms’ operations and budgets.

The IAA is deeply involved with key 
policy-makers to ensure that our regu-
latory framework meets the goals of in-
vestor protection and capital formation 
—while minimizing burdens on advis-
ers, their clients and their businesses. 
The IAA is already engaging with regula-
tors and legislators on regulatory chang-
es looming in 2016.

First and foremost, the IAA will con-
tinue to lead the charge for maintain-
ing the SEC as the primary regulator for 
investment advisers, and we will vigor-
ously oppose any efforts to authorize an 
SRO for advisers. The SEC is expected to 
issue a proposal to require all federally 
registered investment advisers to hire 
independent third parties to perform 
compliance review of their firms—and 
report their findings back to the SEC. 
The IAA has already expressed industry 
concerns about this proposal to the SEC 
and will continue its advocacy in the 
year ahead. The IAA will also continue 
its engagement with respect to congres-
sional and regulatory activities related 
to fiduciary duty and “harmonization” of 

rules governing brokers and advisers. 
SEC Chair Mary Jo White is pursu-

ing a five-part rulemaking agenda aimed 
at asset managers, which she hopes to 
complete in 2016. Three of the five ini-
tiatives have been formally proposed 
and await final action: revising Form 
ADV to require all advisers to report 
additional data about their businesses 
and their clients’ investments; enhanc-
ing management of liquidity risks by 
mutual funds; and a new framework for 
regulating the use of derivatives by reg-
istered investment companies. The rest 
of that agenda is coming this year: a 
proposal to require all advisers to create 
transition plans for a major disruption 
in business, and a proposal mandating 
annual stress tests by large funds and 
large advisers.

Chair White’s agenda is intended to 
improve the SEC’s ability to monitor and 
regulate our industry. The IAA supports 
the SEC’s lead role in that regard, and 
will continue to engage with the Finan-
cial Stability Oversight Council (FSOC), 
the Treasury Department, the Office of 
Financial Research, the Commodity Fu-
tures Trading Commission, and the Fed-

FROM THE PRESIDENT & CEO

Looking Ahead: 2016 Could Bring Profound Regulatory 
Changes

eral Reserve Board—as well as with for-
eign regulators—on assessing whether 
asset managers pose potential systemic 
risks and how to address any risks that 
might exist.

Last year, the IAA submitted exten-
sive comments on the Treasury Depart-
ment’s proposal to bring investment 
advisers under the AML regime. We 
objected to Treasury’s characterization 
of advisers as a way for money launder-
ers to enter the financial system and 
argued that advisory activities that do 
not present any meaningful risk of mon-
ey laundering should be carved out of 
the proposal. But 2016 will likely bring 
implementation of those rules in some 
form—and the IAA will provide valuable 
resources to help members comply with 
whatever new AML requirements may 
be mandated.

In 2016 we are also likely to see the 
re-emergence of Dodd-Frank-mandated 
rules on executive compensation, a pro-
posal to revise the definition of accred-
ited investor, and CFTC requirements 
related to cross-border swap transac-
tions. And there will be more challenges 
on the international front, with dramatic 
changes to the European regulatory 
environment (through MiFID II, among 
other things), and in Asia. 

The IAA’s representation of our 
members on Capitol Hill, at the SEC, 
and before other U.S. and internation-
al regulators and policymakers will be 
more crucial than ever in 2016. We en-
courage all of our members to become 
involved—by sending your feedback 
on regulatory proposals, by joining our 
issue-specific committees and online 
communities, and by joining us in per-
son to lobby lawmakers on Capitol Hill. 
Working together, our collective voice 
will be even louder and ever stronger. 

Happy New Year and thank you for 
your continuing support of the IAA. 

Karen Barr, President & Chief Executive 
Officer, IAA

http://www.investmentadviser.org/eweb/Dynamicpage.aspx?webcode=activityreport
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Advisers Closer to Compliance Date for Third-Party Solicitor 
Rule as FINRA Proposes Pay-to-Play Regulations, Backs Off 
Imposing Written Disclosure Requirement

Investment advisers are now a major 
step closer to having to comply with the 
third-party solicitor provision of the SEC’s 
“pay-to-play” rule, now that the Financial 
Industry Regulatory Authority (FINRA) 
and the Municipal Securities Rulemak-
ing Board (MSRB) have proposed pay-
to-play and related recordkeeping rules 
similar to rules adopted by the SEC in 
2010 for investment advisers. 

Investment advisers have been re-
quired to comply with most provisions 
of the SEC pay-to-play rule since 2011. 
However, the SEC delayed the compli-
ance date of this third-party solicitor 
aspect of the rule at least in part so that 
FINRA and the MSRB would have time 
to adopt pay-to-play rules for broker-
dealers and municipal advisors, respec-
tively. Earlier this year, the SEC staff 
stated publicly that it would not enforce 
these provisions until the later effective 
date of either FINRA- or MSRB-adopted 
pay to play rules.

The currently unenforced provision 
of the SEC pay-to-play rule specifically 

prohibits an adviser and its covered as-
sociates from engaging third parties for 
solicitation of advisory business from 
government entities, unless the third 
party is a “regulated person.” A regu-
lated person, in relevant part, includes 
a registered broker or dealer subject 
to restrictions adopted by FINRA that 
are “substantially equivalent or more 
stringent” than the SEC’s pay-to-play 
rule and consistent with the objectives 
of that rule. Regulated persons also 
include other investment advisers and 
municipal advisors subject to pay-to-
play rules. 

The FINRA proposal, announced De-
cember 16 and subject to SEC approval, 
would regulate broker-dealers that, for 
compensation, solicit government enti-
ties on behalf of investment advisers. 

FINRA’s original proposal, published 
in November 2014, included a highly 
controversial requirement that speci-
fied written disclosures be provided to 
the government entity by third-party so-
licitors. In a nod to industry concerns, 

including those expressed by the IAA, 
that part of the proposal has been with-
drawn. The IAA had expressed concern 
with how the provisions affected af-
filiated solicitors. FINRA has cautioned, 
however, that it will continue to consider 
whether a disclosure requirement would 
be appropriate in the future.

If the SEC approves the proposal, 
as expected, FINRA has indicated that 
it intends to provide an ample transi-
tion period for firms to identify their cov-
ered associates and government entity 
clients and to modify their compliance 
programs pursuant to the new rules. 

FINRA’s proposal is available at 
http://www.finra.org/sites/default/ 
f i l es/ ru le_ f i l i ng_ f i l e/SR-F INRA - 
2015-056.pdf.

The IAA’s 2014 comment 
letter is available at https://
w w w . i n v e s t m e n t a d v i s e r . o r g / 
eweb/docs/Pub l i ca t ions_News/
Comments_and_Statements/Current_
Comments_Statements/141222cmnt.
pdf. 

“FAST Act” Includes New Exemption for Advisers from 
Annual Privacy Notice Requirement 

On December 4, President Barack 
Obama signed into law the “FAST Act” 
(Fixing America’s Surface Transporta-
tion Act). Although the Act relates pri-
marily to improving America’s surface 
transportation systems, it also includes 
a provision that relates directly to invest-
ment advisers.

The provision establishes two cri-
teria that, when met, exempt advisers 
from the requirement to send an annual 
privacy notice pursuant to SEC Regula-
tion S-P and CFTC Regulation P. SEC-
registered advisers will no longer have 
to send privacy notices if (1) the adviser 

does not share personal financial infor-
mation in a way that requires notice and 
opt-out and (2) the firm has not changed 
its privacy policies and practices regard-
ing use of client non-public personal in-
formation since the firm’s most recent 
privacy disclosure sent to consumers. 

The law, signed on December 4, 
appears to be self executing and im-
mediately effective. The SEC and the 
CFTC are expected to ultimately amend 
Regulation S-P and Regulation P, re-
spectively, to conform to the law’s new 
exemptions. The Act does not eliminate 
the need to provide clients with all other 

privacy disclosures, including the initial 
report to consumers as to the firm’s use 
of personal financial information, but 
the new provision could substantially re-
duce some required ongoing paperwork 
for advisers with respect to privacy no-
tice requirements.

Fixing America’s Surface Transpor-
tation Act, Title LXXV (Sec. 75001)—
Eliminate Privacy Notice Confusion 
is available at http://transportation.
house.gov/uploadedfiles/fastact_xml.
pdf. See section 75001 on page 1268. 

http://www.finra.org/sites/default/files/rule_filing_file/SR-FINRA-2015-056.pdf
http://www.finra.org/sites/default/files/rule_filing_file/SR-FINRA-2015-056.pdf
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https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/141222cmnt.pdf
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/141222cmnt.pdf
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Continued on page 8

SEC Publishes Report on “Accredited Investor” Definition 
The SEC on December 18 published 

a report on its first comprehensive review 
of the definition of “accredited investor,” 
as required by the Dodd-Frank Act. How 
the term is defined can have significant 
implications for investment advisers, 
since the definition determines who is 
eligible to invest in privately placed se-
curities, including interests in private 
funds. It is also a topic on which the IAA 
has made specific recommendations to 
the SEC for modifications.

The SEC is now considering whether 
the current definition, with its qualifying 
financial thresholds based on income 
and net worth, should be modified or 
adjusted, and is inviting members of the 
public to provide comments. As detailed 
in the report, the SEC staff has recom-
mended that the SEC consider any one 
or more of the following methods of re-
vising the definition: 

u Revise the financial thresholds re-
quirements for natural persons and 
the list-based approach for entities. 
The SEC is considering: 

•	 Leaving the current income and net 

vestors that meet the current defini-
tion with respect to future offerings 
of the issuer.

u Allow individu-
als to qualify as 
accredited inves-
tors based on 
other measures 
of sophistication. 
Options suggested 
by the SEC staff 
include permitting 
individuals with a 

minimum amount of investments, cer-
tain professional credentials, experi-
ence investing in exempt offerings, or 
who pass a specified examination to 
qualify as accredited investors. The SEC 
staff also suggests that knowledgeable 
employees of private funds be permit-
ted to qualify for investments in their 
employer’s funds. 

The report cites the IAA comment 
letter on the JOBS Act proposals in 
which the IAA had urged the SEC to 

worth thresholds in place but impos-
ing limitations on investments per is-
suer based on a percentage of in-
come or net worth (e.g., 10 percent of 
prior year income 
or 10 percent of 
net worth).

•	 Adjusting the cur-
rent thresholds 
for inflation with 
no investment 
limitations.

•	 Indexing the financial thresholds for 
inflation on a going-forward basis ev-
ery four years to coincide with the 
SEC’s ongoing review of the definition.

•	 Allowing spousal equivalents to pool 
finances to provide consistent treat-
ment among marriages, civil unions, 
and domestic partnerships.

•	 Permitting all entities with invest-
ments in excess of $5 million to 
qualify.

•	 Grandfathering issuers’ existing in-

The IAA’s 2016 Annual Leadership Conference brings together executives 
from a variety of investment advisory firms and provides a special 

opportunity to understand industry trends, exchange ideas, and develop 
valued relationships with IAA members.

Save the Date!
May 4-6, 2016
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discretion). A fund that enters into a fi-
nancial commitment transaction would 
be required to segregate assets with a 
value equal to the full amount of cash or 
other assets that the fund is condition-
ally or unconditionally obligated to pay 
or deliver under those transactions.  

 
Board-Approved Derivatives 
Risk Management Program and 
Manager

Under the proposal, many funds 
would be required to implement a for-
malized derivatives risk management 
program, reviewed and approved by the 
fund board, that includes the appoint-
ment of a designated derivatives risk 
manager. These requirements apply to 
any fund with aggregate exposure as-
sociated with its derivatives transac-
tions exceeding 50 percent of the value 
of the fund’s net assets, as well as any 
fund that uses “complex” derivatives. 
The designated derivatives risk man-
ager would be prohibited from being a 
member of the fund’s portfolio manage-
ment team. These formalized risk man-
agement program requirements would 
be in addition to certain requirements 
related to derivatives risk management 
that would apply to every fund that en-
ters into derivatives transactions in reli-
ance on the rule.

Disclosure and Reporting

The SEC also proposed amendments 
to proposed Form N-PORT to require ad-
ditional information about options and 
warrants and to proposed Form N-CEN 
to disclose whether the fund relied on 
the new rule and, if so, which portfolio 
exposure limitation the fund satisfied.

Parting Thoughts—For Now

As a result of these new exposure lim-
its and restrictions on assets permitted 

where a fund has a netting agreement, 
the amount would be the net amount 
payable by the fund with respect to all 
derivatives transactions covered by the 
netting agreement. The MTM coverage 
amount may also be reduced by the val-
ue of the assets that represent variation 
margin or collateral for amounts pay-
able by the fund upon exit.

In addition, a fund would be required 
to segregate an additional “risk-based 
coverage amount” designed as a “cush-
ion” to address future potential losses 
and that represents a reasonable esti-
mate of the potential amount the fund 
would pay if the fund exited the deriva-
tives transaction under stressed condi-
tions.

A meaningful deviation in the pro-
posal from current permitted practices 
is the proposed requirement that would 
severely limit the type of assets that 
would be considered qualifying cover-
age assets. Pursuant to current guid-
ance, funds may use any liquid asset to 
cover. Under the proposal, asset segre-
gation would be limited to cash or cash 
equivalents or, for a derivatives transac-
tion where delivery of a particular asset 
is required, that particular asset. The 
SEC reasoned that other types of as-
sets, such as equity or other debt secu-
rities, may be more likely to experience 
volatility in price or to decline in value in 
times of stress, and therefore, may be 
insufficient to cover the fund’s obliga-
tions under derivatives transactions.

Rule Requires Full Asset 
Segregation for Financial 
Commitment Transactions 

Funds are permitted to enter into 
“financial commitment transactions,” 
such as reverse repos, short sale bor-
rowings, or firm or standby commitment 
agreements (including similar agree-
ments, such as making a capital com-
mitment to a private fund that can be 
drawn at the fund general partner’s 

A fund’s “exposure” generally would be 
calculated as the aggregate notional 
amount of its derivatives transactions, 
together with its obligations under fi-
nancial commitment transactions and 
certain other transactions. “Notional” 
amount is defined as the market value 
of an equivalent position in the under-
lying reference asset for the derivatives 
transaction, or the principal amount 
on which payment obligations under 
the derivatives transactions are calcu-
lated. However, the rule requires some 
adjusted notional amounts to be used 
if the return is based on the leveraged 
performance of a reference asset (the 
notional amount will be multiplied by 
the leverage factor).

Under the second option, the risk-
based portfolio limit, a fund would be 
permitted to obtain exposure up to 300 
percent of the fund’s net assets, provid-
ed that the fund satisfies a risk-based 
test (based on value-at-risk). This test 
is designed to determine whether the 
fund’s derivatives transactions, in ag-
gregate, result in a fund portfolio that 
is subject to less market risk than if the 
fund did not use derivatives.

Rule Requires Segregating Mark-
to-Market Coverage Amount Plus 
a Risk-Based Coverage Amount 
and Specific Qualifying Coverage 
Assets

In addition to the quantitative limit 
on funds’ aggregate notional derivatives 
exposure, the proposal would require a 
fund to segregate “qualifying coverage 
assets” (generally cash and cash equiv-
alents) in the amount of a “mark-to-mar-
ket coverage amount” (MTM) plus an ad-
ditional “risk-based coverage amount.” 
In particular, the required “mark-to-mar-
ket coverage amount” would be defined 
as the amount that the fund would pay if 
the fund exited the derivatives transac-
tion at the time of the determination. In 
calculating the MTM coverage amount 

SEC Proposes New Framework for Use of Derivatives—continued from front cover

Continued on page 8
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SEC IM Director Reiterates Rulemaking Priorities for 
Investment Advisers in 2016

In a December 16 speech, David 
Grim, the Director of the SEC’s Division 
of Investment Management, looked 
back at the rulemaking initiatives from 
2015 and looked ahead to what may 
be coming in 2016. He focused on SEC 
Chair Mary Jo White’s primary rule-
making agenda, noting that three of 
the five sets of rulemakings have been 
proposed: enhancing the regulation of 
funds’ derivatives use, requiring mutual 
funds and ETFs to implement liquidity 
risk management programs, and mod-
ernizing and enhancing data reporting 
for both registered funds and investment 
advisers. The other two—transition 

plans and stress 
testing—are ex-
pected in 2016. 

In addition to 
those initiatives, 
Grim stated that 
IM staff is work-
ing in conjunction 
with staff from 
OCIE on a recom-
mendation for the 
Commission to 
propose a new requirement for regis-
tered investment advisers to establish 
a program of third-party compliance 
reviews. He also noted that SEC staff 

in multiple divisions continues to work 
on developing a recommendation to 
the Commission to establish a uniform 
fiduciary standard of conduct for broker-
dealers and investment advisers when 
providing personalized investment ad-
vice about securities to retail custom-
ers. 

See Remarks to the ICI 2015 Secu-
rities Law Development Conference, 
David Grim, Director, Division of Invest-
ment Management (Dec. 16, 2015), 
available at http://www.sec.gov/
news/speech/grim-remarks-ici-2015- 
securities-law-development-conference.
html. 

David Grim, Director, 
SEC’s Division 
of Investment 
Management

SEC Proposes New Framework for Use of Derivatives—continued from page 6

to be used for cover, the SEC forthrightly 
states in its release that “funds that use 
derivatives extensively . . . may be unable 
to scale down their aggregate exposures 
or otherwise de-lever their funds in a way 
that allows the fund to maintain its invest-
ment objectives or provide a product that 
has sufficient investor demand.” These 
funds, the SEC staff went on to say, “may 

choose to deregister under the Act and 
liquidate, and/or the fund’s sponsor may 
choose to offer the fund’s strategy as a 
private fund or (public or private) com-
modity pool.” 

The SEC’s proposal is available at 
http://www.sec.gov/rules/proposed/ 
2015/ic-31933.pdf. The IAA will provide 
members with additional information 

regarding the proposal. Comments are 
due to the SEC 90 days after publication 
of the release in the Federal Register 
(with the comment deadline expected to 
be March 2016). Members interested in 
the proposal are encouraged to contact 
the IAA legal team at (202) 293-4222. 

consider additional criteria for the ac-
credited investor definition, such as the 
use of investment advisers by inves-
tors. The report states that the idea was 
considered, but that the staff decided 
against recommending that change. 

The report, which was prepared by 
SEC staff from the Divisions of Cor-
poration Finance and Economic and 
Risk Analysis, provides extensive back-
ground on the accredited investor defi-
nition and discusses recommendations 
that were made by the SEC’s Investor 
Advisory Committee and the Advisory 

Committee on Small and Emerging 
Companies.

“This report analyzes various ap-
proaches for modifying the definition of 
an accredited investor,” said SEC Chair 
Mary Jo White. “I encourage investors, 
companies and other market partici-
pants to provide comments as public in-
put will be very valuable as the Commis-
sion considers the definition.”

The SEC staff report is available at 
http://www.sec.gov/corpfin/reports 
pubs/special-studies/review-definition-
of-accredited-investor-12-18-2015.pdf.

SEC Publishes Report on “Accredited Investor” Definition—continued from page 5

The IAA comment letter on the JOBS 
Act proposals is available at https://
www.investmentadviser.org/eweb/
docs/Publications_News/Comments_
and_Statements/Current_Comments_
Statements/130923cmnt.pdf.

The IAA expects to submit comments 
to the SEC and is seeking member input 
on the SEC staff’s recommendations 
contained in the report. Please contact 
IAA Assistant General Counsel Sanjay 
Lamba at (202) 293-4222 or sanjay.
lamba@investmentadviser.org with any 
comments. 

http://www.sec.gov/news/speech/grim-remarks-ici-2015-securities-law-development-conference.html
http://www.sec.gov/news/speech/grim-remarks-ici-2015-securities-law-development-conference.html
http://www.sec.gov/news/speech/grim-remarks-ici-2015-securities-law-development-conference.html
http://www.sec.gov/news/speech/grim-remarks-ici-2015-securities-law-development-conference.html
http://www.sec.gov/rules/proposed/2015/ic-31933.pdf
http://www.sec.gov/rules/proposed/2015/ic-31933.pdf
http://www.sec.gov/corpfin/reportspubs/special-studies/review-definition-of-accredited-investor-12-18-2015.pdf
http://www.sec.gov/corpfin/reportspubs/special-studies/review-definition-of-accredited-investor-12-18-2015.pdf
http://www.sec.gov/corpfin/reportspubs/special-studies/review-definition-of-accredited-investor-12-18-2015.pdf
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/130923cmnt.pdf
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/130923cmnt.pdf
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/130923cmnt.pdf
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/130923cmnt.pdf
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comments_Statements/130923cmnt.pdf
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CFTC Amends Recordkeeping Rule 1.35 for CPOs and 
CTAs of SEFs, Excludes CTAs from Oral Recordkeeping 
Requirements

On December 18, the CFTC voted 
to adopt amendments to CFTC record-
keeping rule 1.35(a) in substantially 
the form it had proposed last year. The 
amendments include a provision the IAA 
had supported that excludes commod-
ity trading advisor (CTA) members of a 
swap execution facility (SEF) from the 
requirement to maintain oral records. 

No Oral Recordkeeping 
Requirement for CTAs

The final rule expands upon existing 
no-action relief by excluding CTAs that 
are members of a SEF or a designated 
contract market (DCM) from the require-
ment to record and keep oral pre-trade 
communications. In a comment letter 
filed this past January, the IAA urged the 
CFTC to adopt that type of exclusion in its 
final rule.

The CFTC did not, however, grant the 
IAA’s request to exclude CTAs from the 
written recordkeeping requirements of 
rule 1.35(a) in the final rule. The CFTC 
reasoned that despite other regulatory 
requirements to maintain the particular 
records in rule 1.35, the CFTC’s inter-
est in ensuring customer protection and 
market integrity justifies the incremen-
tal costs to maintain these and other 
records under rule 1.35(a).

Required Written Records

Transaction Records. The rule re-
quires that each registered CPO and 
CTA that is a member of a DCM or SEF 
keep all “transaction records”—which 
include “commodity interest and relat-
ed records” (i.e., records of all transac-
tions relating to its business of dealing 
in commodity interests and related cash 
or forward transactions) and “original 
source documents” (i.e., all documents 
on which trade information is originally 

recorded, whether or not such docu-
ments must be prepared pursuant to 
the rules or regulations of the CFTC, the 
DCM, or the SEF).

Written Pre-Trade Communications. 
In addition to transaction records, the 
rule requires each registered CPO and 
CTA that is a member of a DCM or SEF 
to keep all “written pre-trade communi-
cations.” This would include all written 
communications provided or received 
concerning quotes, solicitations, bids, of-
fers, instructions, trading, and prices that 
lead to the execution of a transaction in a 
commodity interest and any related cash 
or forward transactions, whether trans-
mitted by facsimile, instant messaging, 
chat rooms, electronic mail, mobile de-
vice, or other digital or electronic media. 
It would not include any oral pre-trade 
communications.

Flexible Format and Manner of 
Record Retention

Noting the concerns raised by the IAA 
and others commenters (and discuss-
ing the IAA’s petition for rulemaking to 
amend recordkeeping regulation 1.31 
filed in mid-2014), the CFTC stated that 
the “rule was deliberately drafted in a 
way that permits market participants to 
maintain their paper and electronic re-
cords in a manner which they deem pru-
dent and appropriate for their particular 
business.” 

The CFTC explained the importance 
of the records being searchable but not-
ed there is no requirement to convert 
their records to a searchable database. 
In particular, the rule does not prescribe 
any methodology under rule 1.35(a) by 
which records must be searched or re-
trieved, so long as those searches yield 
“prompt, accurate and reliable location, 
access, and retrieval of any particular 

record, data, or information.”
For records other than pre-trade 

communications, the records must be 
maintained in a way that allows for iden-
tification of a particular transaction.

Exclusion for Unregistered CPO/
CTA Members of a DCM or SEF 

Under the final rule, CPO or CTA 
members of a DCM or SEF that are not 
required to be CFTC registered do not 
have to keep records of written commu-
nications that lead to the execution of 
a commodity interest transaction and 
related cash or forward transactions, 
keep text messages, or keep records in 
a particular form and manner.

Compliance Date/Effective Date

The rule will be effective as of the 
date it is published in the Federal Regis-
ter. Though the release does not specify 
a compliance date, IAA staff has infor-
mally confirmed that CFTC staff will treat 
the effective date as the compliance 
date for the rule as well. 

On a related note, CFTC no-action 
letter 15-65 was issued on December 
8, 2015, extending the compliance date 
for earlier no-action relief on rule 1.35 
(issued in 2014’s no-action letter 14-
147 and which expired on December 
31, 2015) to match the effective date of 
the CFTC’s final rule. 

The CFTC’s Final Rule, Records of 
Commodity Interest and Related Cash 
or Forward Transactions, is available at 
http://www.cftc.gov/idc/groups/pub-
lic/@newsroom/documents/file/feder-
alregister121815.pdf.

Please contact IAA Associate Gener-
al Counsel Monique Botkin at monique.
botkin@investmentadviser.org or (202) 
293-4222 or any member of the legal 
team with any questions. 

http://www.cftc.gov/idc/groups/public/@newsroom/documents/file/federalregister121815.pdf
http://www.cftc.gov/idc/groups/public/@newsroom/documents/file/federalregister121815.pdf
http://www.cftc.gov/idc/groups/public/@newsroom/documents/file/federalregister121815.pdf
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FinCEN Extends FBAR Filing Deadline to April 15, 2017
Proposed Amendments to Required Reporting Under Review at OMB

On December 8, the Financial 
Crimes Enforcement Network (FinCEN) 
extended the deadline to April 15, 2017 
for certain individuals required to file 
Form 114-FBAR, also known as the Re-
port of Foreign Bank and Financial Ac-
counts (FBAR). FinCEN took this action 
in light of its ongoing consideration of 
regulatory changes to the application of 
the filing requirement to individuals with 
signature authority over (but no financial 
interest in) certain types of accounts. 
Proposed amendments to the FBAR 
regulations have been under review by 
the Office of Management and Budget 
(OMB) since October 28, according to 

the OMB website.
FinCEN is further extending the filing 

due date from June 30, 2016 to April 
15, 2017 for individuals whose filing 
due date for reporting signature author-
ity was previously extended by Notice 
2014-1, which include (i) employees and 
officers of certain financial institutions 
who have signature authority over (but 
no financial interest in) one or more for-
eign financial accounts; and (ii) certain 
employees or officers of SEC-registered 
investment advisers who have signatory 
or other authority over (but no financial 
interest in) foreign financial accounts of 
persons that are not registered invest-

ment companies. The FBAR filing dead-
line will move to April 15 beginning with 
the 2016 tax year as the result of a July 
2015 legislative change.

The extension applies to the report-
ing of signature authority held during 
calendar year 2015 as well as all report-
ing deadlines previously extended by 
earlier notices. For all other individuals 
with an FBAR filing obligation, the filing 
due date remains unchanged. 

See FinCEN Notice 2015-1 FBAR 
Filing Requirement—Extended Filing 
Date Related to Notice 2014-1 (Dec. 8, 
2015), available at https://www.fincen.
gov/whatsnew/pdf/20151208.pdf. 

IAA’s 2015 YEAR IN REVIEW:  
Publication Reviews the Industry and the IAAIN THE KNOW

The IAA’s 2015 Year in Review pro-
vides insight into the current state of 
the investment advisory industry and 
the regulatory and legislative challenges 
that faced our industry in the past year—
and will continue to confront our indus-
try into 2016. The just-published report 
highlights the many ways the IAA has 
been advancing member interests with 
legislators on Capitol Hill and with regu-
latory agencies at home and abroad. The 
IAA’s 2015 Year in Review is enclosed 
with the January newsletter mailing and 
available online at https://www.invest-
mentadviser.org/eweb/Dynamicpage.
aspx?webcode=activityreport.

In serving as the voice for investment 
advisers on key legislative and regulato-
ry issues, the IAA strives to ensure that 
regulation is appropriately tailored so 
that members can run their businesses 
and serve their clients without undue 
burden. The report notes the IAA’s ef-
forts to fight proposals in 2015 that 
would subject all advisers to anti-money 
laundering rules, make advisers report 

significantly more 
data on Form ADV, 
and require advisers 
to hire and pay for 
independent third 
parties to perform 
compliance reviews 
for the SEC. The pub-
lication also takes a 
look at the IAA’s role 
in the coming year, 
with a legislative and 
regulatory agenda 
under consideration 
that could have a 
profound impact on 
the investment advi-
sory industry. 

Additionally, the report highlights 
the variety of conferences, workshops, 
webinars, reports, and surveys the IAA 
offers to keep members informed about 
industry hot topics, trends, and new 
developments. New programs in 2015 
included a series of webinars that ad-
dressed business development topics of 

particular interest 
to advisory firm 
executives.

IAA members 
represent the 
full range of SEC-
registered invest-
ment advisers, in-
cluding all types of 
firms as evaluated 
by size and spe-
cialty. By year’s 
end, IAA members 
were managing 
more than $16 
trillion in assets 
for a wide variety 

of individual and institutional clients. 
The Association will build on the suc-
cesses of 2015 and focus on continued 
growth, in order to have an ever-increas-
ing impact in representing adviser inter-
ests and to further enhance its services 
and benefits for IAA members.  

https://www.fincen.gov/whatsnew/pdf/20151208.pdf
https://www.fincen.gov/whatsnew/pdf/20151208.pdf
https://www.investmentadviser.org/eweb/Dynamicpage.aspx?webcode=activityreport
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CFTC Adopts Margin Requirements for Uncleared Swaps

Treasury Issues First-Ever Financial Stability Report 

A divided CFTC implemented major 
provisions of the Dodd-Frank Act requir-
ing margin for uncleared swaps on De-
cember 16. The new rules essentially im-
pose margin requirements for uncleared 
swaps entered into by swap dealers (SDs) 
or major swap participants (MSPs) that 
are not subject to regulation by pruden-
tial regulators. The rules, however, would 
not impose margin requirements on the 
swap activities of commercial end users. 
The CFTC is also seeking comment on 
an interim final rule that exempts certain 
uncleared swaps with certain counter-
parties from these margin requirements. 

CFTC Chairman Timothy Massad 
stated that the adopted rules are “strong 
and sensible” and added that “[w]hile 
there are costs to this rule, they are jus-
tified in light of the potential risks that 
uncleared swaps can pose. We learned 
this firsthand in the global financial cri-
sis, which resulted in dramatic suffering 

and loss for American families.”
The new rules will require initial and 

variation margin to be exchanged with 
counterparties to swaps not cleared 
through a central counterparty, allow for 
the use of a range of types of collateral 
with appropriate haircuts, and require 
segregation of margin with third party 
custodians. 

One aspect of the rules that received 
significant attention is how they should 
apply to so-called “interaffiliate” trans-
actions. As adopted, the CFTC rule ex-
empts most swaps between affiliates 
from initial margin requirements but will 
still require variation margin for such 
transactions. In her dissenting remarks, 
CFTC Commissioner Sharon Bowen ex-
pressed concerns that by “not requir-
ing the collection of interaffiliate initial 
margin… we lose a vital financial shock 
absorber that is intended to help immu-
nize institutions and the system against 

the risk of default.”
The CFTC consulted with the banking 

prudential regulators as well as with 
the Securities and Exchange Commis-
sion in developing the rules. According 
to the CFTC, their rules are substantially 
similar to the joint rules issued by the 
banking prudential regulators and the 
international standards issued by the 
Basel Committee on Banking Supervi-
sion and the International Organization 
of Securities Commissions. 

The rules are to become effective 
April 1, 2016, followed by a phased in 
compliance schedule. The comment 
period for the interim final rule will end 
30 days after publication in the Federal 
Register.

The CFTC’s adopted rules are 
available at http://www.cftc.gov/Press 
Room/PressReleases/pr7294-15#1. 

On December 15, the Treasury 
Department’s Office of Financial Re-
search (OFR) issued its first Financial 
Stability Report. The report highlights 
the progress of OFR’s research and on-
going questions on a number of topics, 
including assessing potential financial 
stability risks in asset management 
activities. For example, the report dis-
cusses the design and application of 
stress tests for nonbanks such as as-
set managers; improving data about 
asset management activities; policies 
that address risks posed by nonbank fi-
nancial institutions; and policies aimed 
at making nonbank financial entities 
more resilient.

In addition to developing monitoring 
tools to assess, measure, and moni-
tor risks across the financial system, 
OFR’s financial stability assessment in-
cludes analyses of asset management 
activities that may introduce excessive 

liquidity mismatch or leverage risks 
into the financial system. In its work 
on liquidity and leverage, “[t]he OFR’s 
focus on asset management centers 
on the unintended and unpriced con-
sequences of asset management ac-
tivities—the risks that arise from as-
set management practices that are 
optimal for funds individually but that 
induce excess financial risk in aggre-
gate.”

OFR does not appear to be seeking 
industry comment.

OFR’s Financial Stability Report is 
available at http://financialresearch.
gov/financial-stability-reports/files/
OFR_2015-Financial -Stabi l i ty -Re-
port_12-15-2015.pdf. 

Interested IAA members may join the 
IAA FSOC/Prudential Regulation Work-
ing Group by contacting Laura Gross-
man at laura.grossman@investmentad-
viser.org. 

Asset Management 
Stress Tests:

Research Questions 
Posed by the OFR

• �How do fund boards use the stress 
testing results? Should disclosure of 
the results be expanded?

• �How should stress scenarios for in-
creased shareholder redemptions be 
specified?

• �Given the wide diversity of mutual 
funds and hedge funds, how can 
stress scenarios for different types 
of funds be defined to meet a con-
sistent standard of extreme yet plau-
sible?

• �How can behavioral and strategic  
actions by investors, fund managers, 
and creditors be incorporated into 
the analysis of stress scenarios?

http://www.cftc.gov/PressRoom/PressReleases/pr7294-15#1
http://www.cftc.gov/PressRoom/PressReleases/pr7294-15#1
http://financialresearch.gov/financial-stability-reports/files/OFR_2015-Financial-Stability-Report_12-15-2015.pdf
http://financialresearch.gov/financial-stability-reports/files/OFR_2015-Financial-Stability-Report_12-15-2015.pdf
http://financialresearch.gov/financial-stability-reports/files/OFR_2015-Financial-Stability-Report_12-15-2015.pdf
http://financialresearch.gov/financial-stability-reports/files/OFR_2015-Financial-Stability-Report_12-15-2015.pdf
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By Amy Jones, CIPM, Guardian Performance Solutions LLC, and Richard Kerr, K&L Gates LLP*

How to Minimize Errors in Investment Management Marketing 
Material

The investment management indus-
try has automated almost every aspect 
of its operations over the last several 
decades. However, when it comes to 
pulling together data from different 
parts of the organization into cohesive 
presentations for existing and prospec-
tive clients, most firms still operate in a 
20th century tech environment, relying 
on a hodgepodge of spreadsheets and 
manual calculations to create and pub-
lish the data they use in their marketing 
and reporting materials.

We call this the “last mile” problem, 
and it should be on the radar of chief 
compliance officers at investment advi-
sory firms. By neglecting the last mile, 
investment advisory firms leave them-
selves susceptible to a variety of very 
real risks in a part of their reporting 
process that regulators are focused on: 
marketing presentations. 

In today’s aggressive regulatory cli-
mate, “that’s how everyone does it” is 
not enough to exonerate an investment 
manager whose employee accidentally 
typed the wrong performance number 
into a marketing or client presentation 
as he or she headed out the door. At the 
very least, industry best practices that 
are still being developed are likely to 
become the “new normal,” and if better 
processes were available, it will be in-
cumbent on the firm to explain why they 
were not employed. 

This article discusses the last mile 
problem: how it manifests in most in-
vestment advisory firms; common ex-

amples of operational, regulatory and 
legal risk events; and how investment 
advisers can use technology to reduce 
errors in investment results reporting 
caused by manual processes. 

“Good Enough” isn’t Good Enough 
Anymore

Most investment advisory firms au-
tomated their operations as relevant 
technology became available for various 
pieces of their business, such as trad-
ing, accounting and performance mea-
surement. In order to present holistic in-
vestment results to prospective clients, 
investment advisers may need to com-
bine data from a number of disparate 
systems to produce cohesive marketing 
presentations. In our experience, much 
of that process is performed manually 
by the firm’s personnel. Printing reports 
from each silo and typing the data 
into marketing materials is still quite 
common. So is downloading data into 
spreadsheets and linking it into presen-
tations. Both leave investment advisers 
vulnerable to human error. 

To Err is Human

Any time human touch points are in-
volved in calculating, combining or up-
dating performance information, there 
is potential for error. While relying on 
spreadsheet links might have seemed 
a perfectly reasonable automated solu-
tion at the outset, these processes tend 

to fall apart over time. Spreadsheets 
and presentations are constantly 
changing, and every manual update to a 
spreadsheet can introduce an error into 
the results. And a broken link or wrong 
cell reference in a formula is more likely 
to go undetected than a manual error 
due to the false sense of security quasi-
automation provides.

And then there’s the “recycling” 
problem. Once performance informa-
tion is generated, the data is often used 
to feed multiple types of marketing ma-
terials and reports—each of which may 
have its own combination of automated, 
semi-automated and manual processes. 
Without automated safeguards in place, 
it’s easy to see how non-compliance-
approved or outdated information can 
slip into a marketing document or client 
report—and the hands of regulators.

While checklists, peer reviews, vigi-
lant compliance oversight and standard-
izing materials can reduce human er-
rors, it is impossible to eliminate them, 
leaving investment advisory firms vul-
nerable to operational, regulatory and 
legal risks.

Operational, Regulatory and Legal 
Risks

Since the 2008 financial crisis, in-
vestment advisers have become more 
vigilant about operational risk manage-
ment, especially trading, counterparty 
risks and other exposures related to  

Continued on page 13

COMPLIANCE CORNER



J A N U A RY  2 0 1 6I A A  N E W S L E T T E R -  1 3  -

potential loss of money. However, one of 
the neglected areas of operational risk 
is “production of information”—which 
includes information produced for reg-
ulatory reporting and communicating 
with current and prospective clients. 

Investment firms have a duty to dis-
seminate accurate information to exter-
nal parties. The adopting release for the 
Securities and Exchange Commission 
(the “SEC”) Final Rule regarding Compli-
ance Programs of Investment Companies 
and Investment Advisers states: “We ex-
pect that an adviser’s policies and proce-
dures, at a minimum, should address the 
following issues to the extent that they 
are relevant to that adviser: … The ac-
curacy of disclosures made to investors, 
clients, and regulators, including account 
statements and advertisements.”

The SEC has widely publicized its 
data analytics capabilities, including 
forming specialized units that analyze 
mountains of data using sophisticated 
software. The SEC continues to increase 
the volume of data required from invest-
ment advisers through rulemaking re-
lated to regulatory reporting. It appears 
that the SEC seeks to build a mosaic 
of each firm, and firms want their mo-
saic to appear clean and intact. Should 
the SEC knock on your door, it’s in your 
firm’s best interest to show operational 
efficiency, internal controls and a solid 
culture of compliance.

Common “last mile” errors 

While no investment advisory firm 
we know would ever willfully misrep-
resent information, unintentional mis-
takes can and do creep into marketing 
materials, exposing the firm to a variety 
of risks and inviting regulatory scrutiny. 
In our practices, we’ve encountered per-
formance and reporting missteps as a 
result of the “last mile” problem. Some 
common examples include: 

•	 Copying return numbers into the 
wrong return-period column

	 It doesn’t take much to copy a 3−
year composite return number from 

a spreadsheet into the 5−year return 
column in a presentation or manager 
database. This common type of cut-
and-paste error is easy to make and 
hard to catch.

•	 Using an existing marketing pitch 
book as the template for a differ-
ent strategy presentation

	 Let’s say a firm uses its Small-Cap 
Core pitch book as the template for 
a Small-Cap Growth presentation. It’s 
easy to copy-and-paste Small-Cap 
Growth returns into the existing docu-
ment but forget to change the bench-
mark name—and/or data—from the 
original Russell 2000 Index to the 
correct Russell 2000 Growth Index.

•	 Inadvertently including the wrong 
GIPS® information

	 For investment management firms 
that claim compliance with the Glob-
al Investment Performance Stan-
dards (GIPS), regulators understand 
that there are very specific require-
ments when presenting composite 
performance information. They look 
closely at composite data to verify 
that GIPS-compliant firms are includ-
ing all required statistics, updated at 
least annually, for all marketed com-
posites. When marketing materials, 
strategy fact sheets and website pag-
es are updated manually, it is easy 
for unintentional mistakes to slip in 
unnoticed. A common example is to 
inadvertently copy the GIPS statistics 
or disclosures for one composite into 
materials designed for a different 
composite strategy.

•	 Failing to include required regula-
tory disclosures in sales materials

	 While this can—and does—happen 
to  of investment advisory firms, those 
claiming GIPS compliance are doubly 
vulnerable here. When it comes to 
GIPS errors, the offending firm can 
be required to redistribute the cor-
rected Compliant Presentation (“CP”) 
slide to current and prospective cli-
ents who received the original mate-

rials, which exposes the firm to rep-
utational risk. Trust us when we say 
that no firm wants to go through that 
process! 

•	 Different sources for information
	 Unfortunately, when the firm’s pro-

cess is to manually update perfor-
mance grids, charts and graphs, the 
door is left open for personnel in dif-
ferent departments to use their own 
sources and offline spreadsheets to 
calculate performance and use those 
results when updating materials. This 
is problematic since different sourc-
es and methodologies could produce 
different results––plus it makes it 
difficult to ensure that appropriate 
books and records are maintained 
that support all information that is 
presented. Without a process that 
locks down source data and then au-
tomatically uses that data to create 
presentation materials, the firm is 
forced to have additional compliance 
checks in place to validate and trace 
results to the firm’s official source—
thus creating inefficient processes. 

•	 Discrepancies between data in reg-
ulatory filings and marketing mate-
rials

	 Investment managers are constantly 
changing the content of their market-
ing materials to address the needs of 
specific audiences and/or to tell their 
story in a slightly different way. That 
process can be highly manual, result-
ing in any of the errors noted above 
and, in some cases, discrepancies 
between the facts and data that ap-
pear in regulatory filings and those 
that appear in the marketing presen-
tation. These discrepancies or “dif-
ferent versions of the truth” send up 
regulatory red flags and could result 
in a violation. 

Automating the Last Mile

So, what can managers do to avoid 
last mile problems? Best practices are 

Continued on page 14
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tise to oversee processes and stay ahead 
of changing regulatory requirements. 

Conclusion

No matter how vigilant an invest-
ment management firm is, mistakes can 
still slip into marketing materials and cli-
ent reports, leaving the firm vulnerable 
to unwanted regulatory scrutiny. Most 
firms rely on automated solutions in 
their performance and attribution calcu-
lation processes, but the final and most 
important part of the process—pulling 
all the required information and disclo-
sures into holistic marketing and client 
presentations—is still largely a mish-
mash of disparate manual and quasi-
automated events.

Automating this last mile removes 
human touch points to help produce ac-
curate marketing and client materials 
and reduce operational, regulatory and 
reputational risks in the process. There 
are a variety of top-notch automation so-
lutions available to managers today that 
pool data from various systems, com-
bine it with input from portfolio man-
agers, and have built-in safeguards to 
prevent many common errors, all while 
ensuring the final marketing presenta-
tion meets regulatory requirements. In 
order to communicate consistently ac-
curate investment results—and avoid 
regulatory attention—investment man-
agers would be well advised to auto-
mate the last mile when producing mar-
keting presentations and client reports. 

This article is based on material in a 
white paper prepared with our input and 
published by Assette. The complete white 
paper is available at www.assette.com/
LastMile and includes some steps short 
of full automation that may also reduce 
operational, regulatory and legal risks. 

* Amy Jones, CIPM, can be reached 
at (916) 282-2161 and Amy@Compliant-
Performance.com. She is the Founder 
and Principal at Guardian Performance 

to automate the entire process of pro-
ducing marketing and presentation ma-
terials, from the first step of capturing 
accurate performance and making ap-
propriate disclosure to the last step of 
obtaining compliance approval. Automa-
tion helps reduce human error, creates 
operational efficiencies and includes 
built-in safeguards that eliminate the 
possibility of distributing material that 
has not been approved by compliance.

Fortunately, firms today have many 
options. They can develop in-house soft-
ware, purchase and install on-premises 
applications, or sign up for cloud-based 
services. Over the last decade, the cost 
of software has come down drastically 
and reliability has improved, so most 
firms should be able to find a solution 
that’s right for them.

No matter which approach a firm 
takes, here are three key areas of func-
tionality to look for:

1.	Quantitative data goes straight 
through from source systems to 
the final marketing materials and 
client reports

	 Returns and holdings from the firm’s 
accounting system, attribution and 
characteristics from analytics sys-
tems, and GIPS statistics, if applica-
ble, should all flow straight through 
to marketing presentations and oth-
er reports with zero manual updates. 
If a firm is massaging data because 
output from the source systems are 
incorrect, then the root cause for the 
data errors should be identified and 
fixed prior to automating marketing 
and client communications. 

2.	Built-in checks for GIPS disclo-
sures, mandatory slides and com-
pliance approval

	 Any automated last mile solution 
should include safeguards against 
producing a presentation that does 
not include the most current GIPS CP 
slide and/or is not otherwise com-
pliance-approved. Look for a system 
that has built-in checks for required 
regulatory elements and compliance 

approvals, an alert or do-not-publish 
default if the presentation is missing 
vital pieces, and a solid page-num-
bering protocol to ensure disclosures 
reference the correct page number 
for the GIPS CP slide.

3.	System provides a single pool of 
data and content for multiple com-
munication purposes

	 A robust software platform should 
allow a firm to automatically gath-
er data from multiple systems into 
a single pool, where it can be com-
bined with regulatory disclosures and 
commentary from portfolio manag-
ers. This one pool becomes the sole 
source for production of all sales and 
client communication materials—not 
just marketing presentations.

Trust but Verify

Automation can increase accuracy 
while reducing operational, regulatory 
and legal risks. However, software is 
only as good as its inputs. Fully automat-
ing the last mile is not a substitute for 
prudent checks and balances or having 
appropriate procedures and controls in 
place during installation and on an on-
going basis. And whether a firm builds 
the software in-house, installs-on-prem-
ises or chooses a cloud-based system, 
be sure cybersecurity protocols are ro-
bust. 

Technology can help bring the last 
mile up to par with the automation used 
in the rest of the organization. When the 
right controls and systems are in place, 
firms can leverage technology that allows 
for a predicable outcome and can reduce 
the burden on compliance personnel. 
The firm’s internal risk score associated 
with performance advertising may also 
be lowered when automation is used to 
control where the data is derived from, 
how the content is updated, and who is 
involved to approve materials. However, 
investment advisers can never delegate 
their duties to software. Firms will always 
need qualified compliance personnel 
and other professionals with the exper-

Continued from page 13COMPLIANCE CORNER
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It’s not easy running an investment 
advisory practice these days. In the In-
ternet era, clients no longer need to rely 
on advisers for information about mar-
kets or investments, and an increasing 
number are going online for asset allo-
cation advice. Even the smallest inves-
tors can access all types of investment 
opportunities without professional 
help, while fees are shrinking as a re-
sult of the move to passive strategies. 
At the same time, generating alpha 
just seems to get harder and harder as 
markets become increasingly efficient.

But it’s not all bad news. On the pos-
itive side, clients continue to want the 
personalized attention and customized 
recommendations that a relationship 
with an investment adviser can provide. 
However, it’s clear that it can’t be busi-
ness as usual for advisers who want to 
thrive in the new environment.

In a recent IAA webinar, advisers at 
the forefront of change in the industry 
talked about the challenges and oppor-
tunities facing today’s investment advi-
sory practice. Steve Lockshin, Founder 
and Principal of AdvicePeriod, Jamie 
McIntyre, Founder of Rewire Capital, 
and Scott Welch, Chief Investment Offi-
cer of Dynasty Financial Partners, had 
these thoughts for advisers:

•	 Emphasize clients, not operations. 
Advisers can easily get distracted by 
the daily operational demands of the 
business, whether filing account pa-
perwork, rebalancing portfolios or 
processing invoices. In fact, advisers 
report that they spend twice as much 
time on these activities as they think 
they should. Yet surveys have found 

a clear correlation between time 
spent on business development and 
growth in assets under management.

•	 Focus on client advocates. While 
building their business, advisers 
need to deepen their relationships 
with clients, because it’s client “ad-
vocates” that ultimately drive the 
business. According to an IBM study, 
advocates are four times more likely 
than “antagonists” to view the advi-
sory firm as a trusted source, are 60 
percent less 
sensitive to fee 
levels, and are 
twice as likely 
to give the firm 
a large share 
of wallet.

•	 Redefine al-
pha. Perhaps 
the most im-
portant way 
that an adviso-
ry firm can build a core of client advo-
cates is by carefully defining its val-
ue proposition—and how it’s unique. 
Asset allocation advice has become 
a commodity and just won’t make a 
firm stand out from others. Today, al-
pha is anything that can add value 
versus an index that an investor is 
willing to pay for. That could be ad-
vice about lowering fees, reducing 
taxes or managing leverage.

•	 Use technology extensively. To 
keep pace with change, advisers 
need to become faster about adopt-
ing new technologies, for a number 

of reasons. Automation can help 
them minimize time spent on oper-
ations. Clients of all ages—but es-
pecially millennials—expect an ef-
ficient user experience. And the 
investment opportunities of the fu-
ture may be available only through 
a high-tech portal: think Kickstarter 
and Indiegogo.

•	 It’s all about the experience. In 
sum, advisers need to think holistical-
ly about their practices. They need to 

be able to an-
swer the ques-
tion, “Why am 
I worth 90 ba-
sis points?”

For advis-
ers operating 
under a more 
t r a d i t i o n a l 
model, the 
speakers had 
the following 

suggestion: experiment with some of 
the new technology today, if only in a 
personal account. The experience could 
help model a better approach for clients.

The IAA webinar that formed 
the basis of this article is available 
online at https://www.investmen-
tadviser.org/eweb/dynamicpage.
aspx?webcode=EventInfo&Reg_evt_
key=271d3e88-2edf-4689-b50e-50cc3
142c9c7&RegPath=EventRegFees. All 
IAA webinars are free to members and 
associate members. 

The Future of Wealth Management

YOUR BUSINESS
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YOUR BUSINESS Continued from page 15

The following selected compliance dates are listed as a reminder for 
IAA members. For questions or more information, please contact the 
IAA legal staff. 

January 10: If needed, file an amended Form 13H to 
reflect changes made during the fourth calendar quarter 
(promptly after the end of the quarter).

January 15: Large liquidity fund advisers (with at least $1 
billion RAUM attributable to liquidity funds and registered 
money market funds) must file Form PF for the quarter 
ended December 31.*

February 14: Institutional investment managers that ex-
ercise investment discretion over $100 million or more in 
Section 13(f) securities must file Form 13F (45 days after 
the quarter ended December 31).

February 14: Large traders (whose transactions in NMS 
securities equal or exceed 2 million shares or $20 million 
during any calendar day, or 20 million shares or $200 
million during any calendar month) must file Form 13H 
(45 days after the end of the calendar year).  Form 13H 
filers can use the 13H-A submission form type to satisfy 
both their annual (13H-A) and fourth quarter amendment 
(13H-Q) filing requirements.

February 14: Registered investment advisers whose 
accounts are beneficial owners of more than 5% of a 
registered voting equity security must file an amendment 
to Schedule 13G (45 days after the end of the calendar 
year).

February 14: Registered commodity trading advisors 
(CTAs) with a December 31 fiscal year end must file Form 
CTA-PR (within 45 days after the end of the CTA’s fiscal 
year end).

February 14: NFA-member CTAs must file NFA Form PR 
for the quarter ended December 31. 

February 29: Large hedge fund advisers (with at least 
$1.5 billion RAUM attributable to hedge funds) must file 
Form PF for the quarter ended December 31.*

UPCOMING COMPLIANCE DATES

February 29: Large CPOs with between $1.5 billion and 
$5 billion AUM in commodity pools (as of the last day of 
the fiscal quarter most recently completed prior to Decem-
ber 15) must file Form CPO-PQR for the quarter ended 
December 31 (60 days after December 31).*

February 29: NFA-member CPOs must file NFA Form PQR 
(or file CFTC Form CPO-PQR if a “large filer”) for the quarter 
ended December 31.  Mid-size CPOs that file CFTC Form 
CPO-PQR (Schedules A and B) by March 31 will satisfy this 
requirement.  Small CPOs that file CFTC Form CPO-PQR 
(Schedule A plus Schedule of Investments) by March 31 
will satisfy this requirement.  Form PF filers that file CFTC 
Form CPO-PQR (Schedule A plus Schedule of Investments) 
by March 1 or March 30, depending on AUM, will satisfy 
this requirement.

February 29: A CPO that claims an exemption or exclusion 
under CFTC Regulation 4.5, 4.13(a)(1), 4.13(a)(2), 4.13(a)
(3), or 4.13(a)(5) or a CTA that claims an exemption under 
4.14(a)(8) must reaffirm the applicable notice of exemp-
tion through NFAs Electronic Exemption System (60 days 
after the end of the calendar year).

March 30: Calendar-year-filers’ (including exempt report-
ing advisers’) deadline to file an “annual updating amend-
ment” to Form ADV which includes state notice filings and 
amendments to Form ADV, Part 2, if any (90 days after the 
end of the fiscal year).

March 30: All other CPOs must file Form CPO-PQR (90 
days after December 31).*

March 30: CPOs must file with the NFA and distribute an 
Annual Report, certified by an independent public accoun-
tant, to each participant in each pool it operates (90 days 
after the end of the pool’s fiscal year). CPOs can submit a 
request for extension for a fund-of-funds.

*This deadline applies to advisers with a December 31 
fiscal year-end. 
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Firm Pays $367 Million to Settle 
SEC and CFTC Charges Over 
Conflicts of Interest
SEC Provides Conditional Waiver from Automatic 
Disqualifications 

Two subsidiaries of a large financial 
services firm have admitted wrongdoing 
and agreed to pay $267 million in fines 
to the SEC and another $100 million to 
the CFTC after failing to sufficiently dis-
close conflicts of interest to clients, stem-
ming primarily from preferences for the 
sale of proprietary investment products. 

The SEC and CFTC found that the 
subsidiaries, which included a dually-
registered investment adviser/broker-
dealer and a nationally chartered bank, 
failed to disclose preferences to invest 
client funds in more expensive share 
classes of proprietary mutual funds and 
in proprietary hedge funds that paid “ret-
rocessions” to an affiliate of the firm. The 
investments generated more revenue for 
the firm.

Andrew J. Ceresney, Director of the 
SEC’s Division of Enforcement, stated, 
“Firms have an 
obligation to com-
municate all con-
flicts so all clients 
can fairly judge the 
investment advice 
they are receiving. 
These [firm] sub-
sidiaries failed to 
disclose that they 
preferred to invest 
client money in firm-managed mutual 
funds and hedge funds, and clients were 
denied all the facts to determine why in-
vestment decisions were being made by 
their investment advisers.” 

As part of the settlement, the firm 
obtained a conditional waiver that al-

lows it to continue to conduct business 
under Rule 506, which is a safe harbor 
for the private offering of securities. The 
firm’s ability to rely on the waiver was 
conditioned upon a number of strin-
gent requirements, including hiring an 
independent compliance consultant to 
conduct a comprehensive review of the 
firm’s policies and procedures relating to 
Rule 506, test those policies and proce-
dures, and produce an annual report on 
the firm’s compliance with those policies 
and procedures. The consultant’s annual 
report will be publicly available.

SEC Commissioner Kara Stein is-
sued a statement in support of the deci-
sion to issue a conditional waiver. “During 
my tenure, I have been repeatedly con-
cerned about the 
binary nature of 
granting or denying 
waivers. Today’s 
action represents a 
different and more 
outcome-focused 
approach.”

See J.P. Mor-
gan to Pay $267 
Million for Disclosure Failures, Release 
No. 2015-283 (Dec. 18, 2015), avail-
able at http://www.sec.gov/news/press 
release/2015-283.html. 

See Order Under Rule 506(d) of the 
Securities Act of 1933 Granting a Waiver 
of the Rule 506(d)(1)(iii) Disqualification 
Provision, In Re JPMorgan Chase Bank, 
N.A., Sec. Act Rel. No. 33-9993 (Dec. 
18, 2015), available at https://www.sec.
gov/rules/other/2015/33-9993.pdf.

See Kara M. Stein, Statement In 
The Matter Of JPMorgan Chase Bank, 
N.A., Regarding Order Under 506(d) Of 
The Securities Act Of 1933 Granting A 
Waiver Of The Rule 506(d)(1)(iii) Dis-
qualification Provision (Dec. 18, 2015), Continued on page 18

available at http://www.sec.gov/news/
statement/statement-on-jpmorgan-
chase-bank-12-18-2015.html.

SEC Settles Charges against 
Principals/CCO and Former CCO 
for Breaching Fiduciary Duty and 
Undisclosed Compensation 

On December 14, the SEC settled 
charges against two individuals—an 
advisory firm’s Chief Compliance Officer 
(CCO) and former CCO—and their now 
defunct firm. These individuals held other 
executive titles at the firm. The charges 
were originally brought on April 15, 2014 
charging the firm and its chief executive 
officer, chief compliance officer, and an-
other employee for misleading investors 
and breaching their fiduciary duties to 
clients by entering into undisclosed rev-
enue sharing agreements with particular 
families of funds. More specifically, the 
firm and principals misrepresented the 
extent of the due diligence conducted on 
the investments recommended, failed 
to disclose conflicts of interest, and con-
cealed revenue sharing payments from 
certain of the investments they recom-
mended. 

The respondents were also charged 
with violating Form ADV disclosure rules 
and the custody rule. The firm violated 
the custody rule because it used an au-
ditor that was not independent and was 
not subject to regular PCAOB inspection, 
and thus not eligible to perform indepen-
dent audits under the custody rule. 

This matter is another SEC case that 
charges the CCO and former CCO for  
aiding and abetting the anti-fraud viola-
tions of the advisory firm and its founder, 
CEO, and owner. We note, however, that 

LEGAL & REGULATORY UPDATE

Andrew Ceresney, 
Director, SEC 
Enforcement Division

Kara Stein, SEC 
Commissioner

http://www.sec.gov/news/pressrelease/2015-283.html
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https://www.sec.gov/rules/other/2015/33-9993.pdf
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the CCOs wore multiple hats with respect 
to the alleged misconduct. The CCO and 
former CCO were barred from the securi-
ties industry with a right to reapply in five 
years and ordered to pay $107,395 and 
$132,405, respectively. The advisory 
firm’s registration was revoked.

See In Re Total Wealth Management, 
Inc., Jacob Cooper, Nathan McNamee, 
and Douglas Shoemaker, order institut-
ing administrative proceedings, SEC Rel. 
No. 3818, File No. 3-15842 (Apr. 15, 
2014), available at http://www.sec.gov/
litigation/admin/2014/33-9575.pdf. 
See In Re Total Wealth Management, Inc., 
Jacob Cooper, Nathan McNamee, and 
Douglas Shoemaker, order making find-
ings and imposing remedial sanctions 
against McNamee and Shoemaker, SEC 
Rel. No. 31936, File No. 3-15842 (Dec. 
14, 2015), available at http://www.sec.
gov/litigation/admin/2014/33-9575.
pdf. See In Re Total Wealth Management, 
Inc., Jacob Cooper, Nathan McNamee, 
and Douglas Shoemaker, order making 
findings and revoking the registration of 
the advisory firm, SEC Rel. No. 31935, 
File No. 3-15842 (Dec. 14, 2015) avail-
able at https://www.sec.gov/litigation/
admin/2015/33-9989.pdf.

SEC Fines Private Equity Adviser 
for Disclosure-Based Fraud

Continuing its recent trend of bring-
ing enforcement actions against advis-
ers to private equity funds, the SEC has 
fined a private equity adviser $225,000 
to settle fraud charges based on disclo-
sure failures.

The SEC found that the adviser en-
gaged in fraud by not disclosing such 
activities as making direct loans to the 
fund’s portfolio companies, engaging in 
crossover investments, and concentrat-
ing capital beyond the concentration 
limits set out in the funds’ Limited Part-
nership Agreements (LPAs). Among the 
SEC’s findings:

•	 During the time period between 2006 
and 2012, the adviser and some of 
its principals made almost $62 mil-

lion worth of direct loans to the funds’ 
portfolio companies without disclos-
ing the loans to the funds’ advisory 
boards. These loans created conflicts 
of interest by giving the adviser an in-
terest in the portfolio company that 
was superior to that of the funds. 

•	 During the time period between 
2007 and 2012, the adviser caused 
multiple funds to invest in the same 
portfolio company at differing priori-
ty levels and/or valuations (so called 
“crossover” investments). Such an 
arrangement could potentially place 
one fund client in a more favorable 
position than another invested in the 
same portfolio company. The advis-
er did not adequately disclose to its 
fund clients such crossover invest-
ments or their potential to favor some 
clients over others. 

•	 The funds’ LPAs contained provi-
sions that set out specific concen-
tration limits regarding the funds’ 
investments. However, the adviser re-
peatedly, and without the knowledge 
or consent of the funds’ advisory 
boards, exceeded the concentration 
limits set out in the LPAs. Addition-
ally, the adviser further exposed the 
funds to portfolio companies beyond 
the concentration limit by issuing 
numerous loans to the companies. 
Such loans were not adequately dis-
closed to the advisory boards. 

The SEC alleged violations of Section 
206(2) of the Advisers Act as well as Sec-
tion 206(4) and Rule 206(4)-8 thereun-
der. The adviser was censured, agreed to 
cease and desist from any future viola-
tions of said provisions of the Advisers 
Act, and paid a civil money penalty of 
$225,000. In determining the penalties, 
the SEC took into consideration remedial 
action taken by the adviser. 

See In the Matter of JH Partners, 
LLC, Investment Advisers Act of 1940 
Rel. No. 4272 (Nov. 23, 2015), avail-
able at http://www.sec.gov/litigation/
admin/2015/ia-4276.pdf. 

Political Intelligence Firm Pays 
$375,000 for Compliance Failures 
Concerning Material Non-Public 
Information

A dually registered broker-dealer 
and investment adviser that provides re-
search on likely outcomes of future gov-
ernment actions settled SEC charges on 
November 24 alleging failure to maintain 
written policies and procedures to pre-
vent the misuse of material nonpublic 
information (MNPI) under section 15(g) 
of the Securities Exchange Act and sec-
tion 204A of the Advisers Act. The SEC 
alleged both that the firm’s policies and 
procedures were not sufficient, and that 
the firm did not follow the policies and 
procedures that it had adopted.

According to the order, the firm pro-
vided research to mutual funds, invest-
ment advisers, and hedge funds based 
on interactions between its analysts, 
who often had worked at government 
agencies, and government officials. The 
firm’s policies and procedures prohib-
ited employees from using or disclos-
ing MNPI (including “the specific terms 
of any pending but not yet publicly pro-
posed or approved action” by a govern-
ment agency), and required that an 
employee with “any doubt” refrain from 
using or disclosing the MNPI and to con-
sult with the compliance department. 
The order cited two specific instances in 
2010 in which neither the employee nor 
the relevant supervisors took any steps 
to quarantine the information or consult 
with the Chief Compliance Officer, and 
concluded that the firm’s policies and 
procedures were not reasonably en-
forced.

The order also states that the firm’s 
policies and procedures did not ad-
dress the substantial risk that its em-
ployees would receive MNPI in their 
discussions with government officials 
in relying on assessments by em-
ployees and supervisors, with limited  
involvement by the CCO. Citing previ-
ous orders in which employees’ self-

LEGAL & REGULATORY UPDATE Continued from page 17
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evaluations were determined to be  
insufficient for compliance with sec-
tions 15(g) and 204A, the order stated 
that the policies and procedures should 
have required that the CCO be provided 
sufficient information to assess the em-
ployees’ use or disclosure of MNPI. 

The settlement requires the firm to 
hire an independent compliance con-
sultant for two years, adopt its recom-
mendations (or propose alternatives) for 
changes or improvements in the enforce-
ment of its policies and procedures, and 
pay $375,000 in civil penalties.

See In the Matter of Marwood 
Group Research, LLC, SEC Rel. No. 

76512 (Nov. 24, 2015), available 
at http://www.sec.gov/litigation/ 
admin/2015/34-76512.pdf.  

NFA Reminds CPO and CTA 
Members to Comply with Annual 
Affirmation Requirements

The NFA issued a Notice to Members, 
I-15-26, on December 1 reminding firms 
to make their annual affirmation filings 
by February 29, 2016. The CFTC requires 
any person or entity claiming an exemp-
tion or exclusion from CPO registration 
under CFTC Regulation 4.5, 4.13(a)(1), 
4.13(a)(2), 4.13(a)(3), 4.13(a)(5) or an 

exemption from CTA registration under 
4.14(a)(8) to annually affirm the appli-
cable notice of exemption or exclusion 
within 60 days of the calendar year end, 
which is February 29, 2016, for this affir-
mation cycle. Failure to affirm an active 
exemption or exclusion from CPO or CTA 
registration will result in the exemption or 
exclusion being withdrawn on March 1, 
2016. See http://www.nfa.futures.org/
news/newsNotice.asp?ArticleID=4663.

If you have questions or comments 
about these or any other matters in the 
Legal & Regulatory Update column, con-
tact the IAA Legal Team. 

LEGAL & REGULATORY UPDATEContinued from page 18

Amy Jones, CIPM
Guardian 
Performance 
Solutions LLC

Richard Kerr, Partner
K&L Gates LLP

Solutions LLC, a specialty compliance 
consulting firm dedicated to assisting 
investment advisory firms to implement, 
maintain and manage compliance with 
the Global Investment Performance 
Standards (GIPS®) as well as reviewing 
performance advertising materials for 
adherence with SEC requirements. She 
is a member of the United States Invest-
ment Performance Committee (USIPC), 
the CFA Institute’s official local sponsor-
ing organization for the GIPS standards 
in the United States. She holds the CFA 

Institute’s Certificate in Investment Per-
formance Measurement (CIPM). 

Richard Kerr is a partner in the Bos-
ton office of K&L Gates LLP, where he 
is a member of the Investment Manage-
ment, Hedge Funds and Alternative In-
vestment practice group. Mr. Kerr focus-
es his practice on counseling financial 
institutions on corporate, regulatory, 
and transactional matters. Mr. Kerr may 
be reached at (617) 261-3166 or rkerr@
klgates.com.

This article is intended to provide 

Compliance Corner—continued from page 14

general information on the matters dis-
cussed herein and should not be relied 
upon for legal advice on any matter. 

Smaller Advisers Compliance Forum—Get Involved!
First Meeting January 28

The IAA’s new 
Smaller Advisers 
Compliance Forum—
which will provide op-
portunities for firms 
with limited personnel 
and budgets to network 
and discuss compli-
ance issues—will hold 
its first conference call 
on Thursday, January 
28, 2016 at 2:00 pm 
ET. The meeting will 
provide an opportunity 

to discuss compliance 
challenges, share in-
sights and to hear from 
Mari-Anne Pisarri, Part-
ner, Pickard Djinis and 
Pisarri, the Forum’s first 
presenter.

This Forum will have 
a dedicated group in the 
Online Communities dis-
cussion board available 
in the Members Only por-
tion of the IAA website. 
The Smaller Advisers 

Compliance Forum will hold quarterly 
conference calls and may occasionally 
meet regionally in person in connection 
with certain local IAA compliance work-
shops or other events. 

Many member firms have expressed 
interest in this group. To join, please 
contact IAA Special Counsel Paul Glenn. 
Those who have already expressed in-
terest in the Forum will be receiving 
electronic notifications. 

For any questions, contact Paul 
Glenn at paul.glenn@investment 
adviser.org or (202) 293-4222. 

Mari-Anne Pisarri, Partner, 
Pickard Djinis and Pisarri, will 
be the Forum’s first presenter.

http://www.sec.gov/litigation/admin/2015/34-76512.pdf
http://www.sec.gov/litigation/admin/2015/34-76512.pdf
http://www.nfa.futures.org/news/newsNotice.asp?ArticleID=4663
http://www.nfa.futures.org/news/newsNotice.asp?ArticleID=4663
mailto:rkerr%40klgates.com?subject=
mailto:rkerr%40klgates.com?subject=
mailto:paul.glenn%40investmentadviser.org?subject=
mailto:paul.glenn%40investmentadviser.org?subject=
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ESMA Publishes Guidelines for Giving Investment Advice
On December 17, the European Se-

curities and Markets Authority (ESMA) 
published a Final Report on certain 
guidelines required by the new MiFID 
II in connection with giving investment 
advice. The guidelines are intended to 
enhance investor protection by increas-

ing the knowledge and competence of 
individuals giving investment advice or 
providing information about financial 
instruments, investment services or an-
cillary services to clients on behalf of 
investment firms. 

The guidelines will come into effect 

on January 3, 2017 and are available 
at https://www.esma.europa.eu/sites/
default/files/library/2015-1886_-_
final_report_on_guidelines_for_the_
assessment_of_knowledge_and_
competence.pdf. 

The European Securities and 
Markets Authority (ESMA) has published 
a Final Report on additional draft 
implementing technical standards in 
relation to the new Markets in Financial 
Instruments Directive (MiFID II). This 
Report addresses many technical areas 
under MiFID II, including the standards 
on position reporting for commodity 

derivatives and the format and timing 
of weekly position reports. ESMA 
acknowledges that more work is needed 
in order to give market participants 
sufficient certainty to build their 
systems to comply with the position 
reporting obligations and intends to 
release additional guidance “as soon 
as possible” after publication of this 

technical standard to address these 
concerns. The Report now goes to the 
EU Commission for its consideration.

ESMA’s Final Report is available at 
https://www.esma.europa.eu/sites/
default/files/library/2015-1858_-_
final_report_-_draft_implementing_
technical_standards_under_mifid_
ii.pdf. 

INTERNATIONAL DEVELOPMENTS

ESMA Publishes Implementing Standards under MiFID II 

Continued on page 21

On December 14, the European 
Banking Authority (EBA) and the Euro-
pean Securities and Markets Author-
ity (ESMA) published a report on the 
applicability of prudential regulations 
for investment firms, including how 
investment firms might fit within the 
scope of the Capital Requirements 
Regulation generally applicable to 
banks. The report is another that fur-
thers the narrative—favored by global 
banking regulators and opposed by 
the IAA—that investment firms pres-
ent potential risks to their “clients and 
counterparties, to the financial mar-

kets, and to financial stability” that 
are best addressed by bank-like pru-
dential regulation.  

The EBA and ESMA are recommend-
ing a new category of investment firms 
distinguishing between systemic and 
“bank-like” investment firms to which 
the full prudential requirements would 
apply; other investment firms (non-sys-
temic) with a more limited set of pruden-
tial requirements; and very small firms 
with “non-interconnected” services. The 
agencies are also recommending that 
specific rules be developed for non-
systemic investment firms with regard 

to “investment business risks, such as 
credit, market, operational and liquid-
ity risks taking particular account of the 
holding of client money and securities.” 
These recommendations appear incon-
sistent with the stated intentions of the 
FSOC, FSB, and IOSCO, all of which 
have moved away from trying to address 
risks in asset management through des-
ignation of particular firms as systemi-
cally important. 

The report is available at https://
www.esma.europa.eu/press-news/ 
esma-news/report-investment-firms. 

EU Publishes Report on Prudential Regulation for Investment Firms
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Continued on page 22

Basel Committee Scrutinizes Banks’ Support of Asset Managers

IOSCO Releases Survey on Liquidity Management Tools

On December 17, the Basel Com-
mittee on Banking Supervision re-
leased a consultative document pro-
posing approaches to address risks 
to banks resulting from their relation-
ships with so-called shadow banking 
entities, such as asset managers and 
funds. The report focuses on entities 
posing potential “step-in risk,” which 

On December 17, the International 
Organization of Securities Commissions 
(IOSCO) presented the findings of a sur-
vey on liquidity management tools used 
in 27 member jurisdictions. The most 
common tools are redemption fees; re-
demption gates; redemptions in kind; 
side pockets; and suspension of redemp-
tions. Open-end funds are generally sub-
ject to additional regulations addressing 

is the risk that a bank will “step in” to 
provide financial support to an entity 
in order to protect the bank from any 
adverse reputational risk stemming 
from its connection to the entity. In the 
case of asset managers, the report as-
serts that this might occur where the 
bank provides credit enhancement to 
a fund or where it is the only or the 

leverage, asset and investor concentra-
tion, restrictions on illiquid asset invest-
ment and short-term borrowings.

According to the survey, regulatory 
definitions of “liquidity” vary but tend to 
be principles-based. Many jurisdictions 
provide guidance on when liquidity man-
agement tools may be used. The report 
notes that in the large majority of cas-
es, these tools have been used without 

major liquidity provider.
Comments are due by March 17, 

2016.
See the Bank for International Set-

tlement’s Consultative Document, Iden-
tification and measurement of step-in 
risk (Dec. 2015), available at https://
www.bis.org/bcbs/publ/d349.pdf. 

causing any broader effect beyond the 
funds involved. 

See Liquidity Management Tools in 
Collective Investment Schemes: Results 
from an IOSCO Committee 5 survey to 
members, FR28/2015 (Dec. 2015), 
available at https://www.iosco.org/ 
library/pubdocs/pdf/IOSCOPD517.pdf. 

INTERNATIONAL DEVELOPMENTSContinued from page 20

IACCP CERTIFICATION AND COMPLIANCE TRAINING
The Investment Adviser Certified Compliance Professional® 
(IACCP®) program is designed to advance investment adviser 
compliance as a profession. The program was established by 
National Regulatory Services in 2004 and is cosponsored by 
the IAA. Certification requirements include education, work 

experience, examination, ethics, and continuing education. Go 
to www.investmentadviser.org >> Events >> IACCP to view 
the full 2016 training schedule. To learn more about the IACCP 
certification program, contact IAA Special Counsel Paul Glenn at 
(202) 293-4222 or paul.glenn@investmentadviser.org.

ONLINE SESSIONS

Except as noted, online session times are 1:00 - 3:00 pm ET

January 14	 Cybersecurity 2016
January 21	 Form ADV Part 1: Annual Updating Amendment and More
January 26	 Form ADV Part 2: Identifying and Disclosing Conflicts
January 28	 Governance, Risk Management and Compliance

February 2	 Investment Adviser Performance and Advertising
February 4	 Investment Adviser Codes of Ethics: The Rule Plus Implications of Gifts and Whistleblowers
February 9	� Introduction to the Advisers Act: Framework, Registration, Exclusions and Exemptions; Exempt Reporting 

Advisers; Private Fund Advisers and More
February 11	 Trading Practices, Portfolio Compliance and Related Enforcement Cases
February 18	 State-Registered Investment Advisers: A Compliance Tutorial for Dealing with State Regulators
February 25	 Books and Records Requirements for Investment Advisers

March 1             IACCP Exam Study Session (Optional) 1:00 pm - 4:00 pm
March 8             Insider Trading and Advisory Contracts
March 10           Trading Compliance: Best Execution, Soft Dollars and Directed Brokerage
March 15           SEC Examination and Enforcement Update for Investment Advisers
March 17           Understanding Fiduciary Duties and a Sweep of the Anti-Fraud Provisions of the Advisers Act
March 22           Broker-Dealer Topics: TBD

https://www.bis.org/bcbs/publ/d349.pdf
https://www.bis.org/bcbs/publ/d349.pdf
https://www.iosco.org/library/pubdocs/pdf/IOSCOPD517.pdf
https://www.iosco.org/library/pubdocs/pdf/IOSCOPD517.pdf
mailto:paul.glenn%40investmentadviser.org?subject=
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INTERNATIONAL DEVELOPMENTS Continued from page 21

ESMA Seeks Input on Two AML Joint Consultation Papers   
European regulators have published 

two consultation papers on anti-money 
laundering and terrorist financing re-
gimes in Europe that include, among 
other things, guidance relating to invest-
ment advisers. The consultation papers, 
issued by the European Securities and 
Markets Authority (ESMA), the Euro-
pean Banking Authority (EBA), and the 
European Insurance and Occupational 
Pensions Authority (EIOPA), are open for 
comment until January 22, 2016. The 
papers are also interesting because they 
provide a fairly clear view of developing 
expectations for handling anti-money 
laundering and terrorist financing issues 
in Europe. They also may provide a pre-
view of the final guidelines, which could 
be released as early as spring 2016.

The first consultation paper sets 
forth a cyclical process for conducting 
AML supervision on a risk-based basis: 

Step 1 is the identification of anti-mon-
ey laundering and terrorist financing 
risk factors from available information 
sources in relevant markets; Step 2 is 
obtaining information in order to take 
a holistic view of those risks; Step 3 is 
the allocation of supervisory resources 
based on the risk assessment; and Step 
4 is monitoring and review to ensure ap-
propriate allocations are up to date and 
relevant—thereby leading back to Step 
1 of risk identification. 

See Joint Consultation Paper The 
Risk-Based Supervision Guidelines, JC 
2015 060 (Oct. 21, 2015), available at 
https://eiopa.europa.eu/Publications/
C o n s u l t a t i o n s / J C % 2 0 2 015 % 2 0
060%20(Joint%20Consultation%20
o n % 2 0 G u i d e l i n e s % 2 0 o n % 2 0
AML_CFT%20RBS_Art%2048(10)).
pdf#search=aml.

The second consultation paper sets 

forth risk factors on simplified and en-
hanced customer due diligence and 
the types of things financial institu-
tions should consider when assessing 
the money laundering and terrorist fi-
nancing risk associated with individual 
business relationships and occasional 
transactions. Notably, this draft guid-
ance includes sectoral guidelines for in-
vestment managers (Chapter 8). 

See Joint Consultation Paper The Risk 
Factors Guidelines, JC 2015 061 (Oct. 
21, 2015), available at https://eiopa.
europa.eu/Publications/Consultations/
JC%202015%20061%20(Joint%20
Draft%20Guidelines%20on%20AML_
CFT%20RFWG%20Ar t%2017%20
and%2018).pdf. 

Contact the IAA Legal Team or Spe-
cial Counsel Paul Glenn with any ques-
tions (202) 293- 4222 or paul.glenn@
investmentadviser.org. 

ESMA Seeks Input on Automation in Financial Advice––“Robo” Investing
The Joint Committee of the Europe-

an Supervisory Authorities, comprised 
of the European Securities and Markets 
Authority (ESMA), the European Banking 
Authority (EBA), and the European Insur-
ance and Occupational Pensions Au-
thority (EIOPA), has launched a Discus-
sion Paper on automation in financial 
advice. The discussion paper aims to 
assess what, if any, action is required to 
harness the potential benefits of innova-
tion and mitigate any risks in the use of 
automated financial advice.

The paper proceeds to explain the 
concept of automation in financial ad-
vice where financial institutions provide 
advice or recommendations to consum-
ers with little or no human interaction, 
but rather rely on computer-based al-
gorithms and other electronic decision 
making. The regulators want to monitor 
these new financial activities, take ac-
tion where appropriate, and encourage 

an open dialogue between financial in-
stitutions and interacting consumers.

The European regulators identify 
several potential benefits of electronic 
advice: the potential for lower costs in 
operations and lower expenses for con-
sumers; increased advice consistency; 
and the expanded number of consum-
ers that can be served. They also clearly 
recognize the significant potential for ex-
pansion of the use of automated finan-
cial advice. The regulators acknowledge 
and discuss associated risks, including 
risks related to consumers having limit-
ed access to information and/or limited 
ability to process that information, risks 
related to flaws in the functioning of the 
tool, and risks related to a widespread 
use of automated financial advice tools 
(herding risk).

The discussion paper focuses on au-
tomated financial advice in the banking, 
insurance, pension, and securities con-

texts. The regulators seek input on their 
assessment of benefits, risks, and any 
needs for further guidance or oversight. 
Comments are due by March 4, 2016.

See Press release: ESAs seek 
stakeholder input on automation in 
financial advice, JC 2015 087 (Dec. 
4, 2015), available at https://www.
esma.europa.eu/sites/default/files/
library/2015-087_jc_press_release_
esas_issue_discussion_paper_on_
automation_in_financial_advice_3.pdf. 

See also Joint Committee Discussion 
Paper on Automation in Financial Advice, 
JC 2015 080 (Dec. 4, 2015), available 
at https://www.esma.europa.eu/sites/
default/files/library/jc_2015_080_
discussion_paper_on_automation_in_
financial_advice.pdf.

Contact the IAA Legal Team or Spe-
cial Counsel Paul Glenn with any ques-
tions at (202) 293- 4222 or paul.glenn@
investmentadviser.org. 
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FY 2016 Omnibus Spending 
Bill: Modest Increase for SEC, 
Cybersecurity and No DOL 
Fiduciary Rider

Under the 2,200-page Omnibus 
spending bill approved by Congress on 
December 18, the SEC’s budget would 
increase 6.7%, from $1.500 billion in FY 
2015 to $1.605 billion for FY 2016. Al-
though the $105 million increase is sig-
nificant, it is $117 million less than the 
President’s budget request. 

SEC Chair Mary Jo White testified 
before the House Financial Services 
Committee on November 18 that the 
SEC is seeking $1.82 billion for FY 2017.

Of the $1.6 billion total, $68 million 
is designated for the SEC’s Division of 
Economic and Risk Analysis (DERA) to 
improve use of economic analysis in the 
Commission’s rulemaking process. The 
legislation also rescinds $25 million 
from the SEC’s “reserve fund.”

The CFTC did not fare as well as 
the SEC, with lawmakers keeping the 
agency’s budget flat at $250 million. 
The CFTC had requested $322 million 
for fiscal 2016.

Notably, an oft-discussed policy rider 
that would have prevented the Depart-
ment of Labor from proceeding with its 
rulemaking extending ERISA’s fiduciary 
duty to anyone who provides retirement 
investing advice, did not make it into the 
Omnibus. 

Because the rider was not included, 
lawmakers introduced bills immediately 
following passage of the Omnibus that 
would require congressional approval 
for a final fiduciary rule to take effect. 
Rep. Peter Roskam (R-Ill.) introduced 
the “Strengthening Access to Valuable 
Education and Retirement Support Act 
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of 2015” (aka the 
“SAVERS Act”), a 
bill amending the 
Internal Revenue 
Code, and Rep. 
Phil Roe (R-Tenn.) 
introduced the 
“Affordable Retire-
ment Advice Act” 
amending ERISA. 
Both bills provide a 
more flexible, alter-
native standard to 
the DOL proposal.

Separately, a 
provision was in-
cluded in the Om-
nibus that bars the 
SEC from issuing or 
implementing a rule that would require 
publicly traded companies to disclose 
their political campaign contributions. 
After the Citizens United Supreme Court 
decision allowed for unlimited corporate 
campaign contributions, Democrats had 
asked the SEC to write a rule requiring 
companies to report this spending in fi-
nancial disclosures.

The sweeping spending bill also in-
cludes the cybersecurity legislation sup-
ported by the IAA that would incentivize 
businesses to share data on cybersecu-
rity threats with the government. House-
Senate negotiators had been working 
on the cyber measure’s final language 
since the Senate passed the Cyberse-
curity Information Sharing Act (CISA) in 
October. The House passed its two com-
plementary bills in April.

House Panel Approves “Accredited 
Investor” Bill 

          
The House Financial Services Com-

mittee approved a bill on December 9 
that would broaden the definition of an 
“accredited investor” under federal se-
curities law.

SEC rules currently permit private 
placement offerings to an unlimited 
number of “accredited investors” and, 
for offerings that do not involve general 
solicitation, to a limited number of so-
phisticated non-accredited investors.  

Currently, financial thresholds based 
on income and net worth have to be met 
to qualify as an accredited investor. An 
individual person qualifies if he or she 
has at least $200,000 in annual income 
over the two most recent years or $1 
million in net worth, without including 
a primary residence. Married couples 
have a $300,000 income threshold.   

The bill, H.R. 2187, would write those 
thresholds into the 1933 Securities Act, 
indexed to inflation. It would also allow 
registered broker-dealers and invest-
ment advisers to qualify, and it would 
permit the SEC to write a rule expand-
ing the definition to include people with 
sufficient “education or job experience” 
that gives them “professional knowl-
edge” of a particular investment.

Rep. David Schweikert (R-Ariz.) 
sponsored the 
bill, which was 
narrowed in com-
mittee by an 
amendment. The 
measure was ap-
proved 54-2.

SEC Chair 
White testified be-
fore the House Fi-
nancial Services Committee on Novem-
ber 18 that the agency plans to release 
a new accredited investor definition, 

Continued on back page

Rep. Peter Roskam 
(R-Ill.)

Rep. Phil Roe 
(R-Tenn.)

Rep. David 
Schweikert (R-Ariz.)
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pursuant to a Dodd-Frank Act mandate, 
within the next few months. 

According to her, the agency is taking 
a “deep dive look” at the accredited 
investor criteria and the SEC staff is 
close to completing its work on a rule 
proposal. White told the committee that 
the agency is looking broadly “beyond 
net worth and income to experience and 
other qualifications.” (will add cross-
reference to SEC study story)

House Committee Approves Data 
Security Legislation 

          
A House panel approved a bill sup-

ported by the banking industry that 
would establish a national data security 
and breach notification standard to pro-
tect consumers’ fi-
nancial data.

The House Fi-
nancial Services 
Committee voted 
46-9 for the Data 
Security Act of 
2015 (H.R. 2205) 
during a markup. 
The measure, 
sponsored by Reps. Randy Neugebauer 
(R-Texas) and John Carney (D-Del.), is 
meant to strengthen protections for con-
sumers against identity theft and fraud. 

It would direct any 
individual, corpo-
ration or nongov-
ernmental entity 
that interacts with 
sensitive con-
sumer financial or 
other nonpublic 
data to develop an 
information secu-
rity plan to protect consumers’ personal 
information.

Having been approved by the Finan-
cial Services Committee, the bill now 
goes to the House Energy and Com-
merce Committee, to which the legisla-
tion was jointly referred by the House 
parliamentarian.

Carney said during the December 
9 markup that the current collection 
of state data breach laws isn’t protect-
ing consumers—and it’s not support-
ing business. “Right now, data breach 
laws are a patchwork of these state 
approaches,” Carney said. “Consumers 
and the companies that handle their 
personal financial data need to know 
the rules of the road when it comes to 
the standard for protecting data.”

However, the Consumer Federation 
of America (CFA) and 16 other con-
sumer organizations sent a letter dated 
December 7 to the committee oppos-

ing the bill, which 
they said would 
eliminate stronger 
existing state pro-
tections and pre-
vent future state 
innovation.

A similar bill 
in the Senate (S. 
961) would re-
quire individuals, corporations or other 
nongovernment entities that access, 
maintain, communicate or handle sen-
sitive account information or nonpublic 
personal information to implement an 
information security program.

The Senate measure, sponsored by 
Sen. Tom Carper (D-Del.), also would re-
quire notification to consumers, federal 
law enforcement, appropriate admin-
istrative agencies, payment card net-
works and consumer reporting agencies 
of certain data breaches of unencrypt-
ed sensitive information likely to cause 
identity theft or fraudulent transactions 
on consumer financial accounts.

Contact IAA Vice President for Gov-
ernment Relations Neil Simon at neil.
simon@investmentadviser.org or (202) 
293-4222 to share your views or to ob-
tain more information about these or 
other government relations matters. 

Welcome New IAA Members!
The IAA is pleased to introduce the firms listed below that have recently joined the Association. Mem-
bership in the IAA currently stands at nearly 600 SEC-registered investment advisory firms that collec-
tively manage $16 trillion for a wide variety of individual and institutional clients. 

CFA Institute — New York, NY
Godfrey & Kahn, S.C. — Milwaukee, WI

Perkins Coie LLP — Seattle, WA
TD Knowles + Associates, PLLC — Bellingham, WA

Brouwer & Janachowski, LLC — Tiburon, CA
Invest Financial Corporation — Tampa, FL
Investment Centers of America, Inc. — Appleton, WI
Jackson National Asset Management, LLC — Lansing, MI
LWI Financial Inc. — San Jose, CA
Macro Consulting Group — Parsippany, NJ

Monte Financial Group LLC — Gulford, CT
National Planning Corporation — El Segundo, CA
PPM America, Inc. — Chicago, IL
SII Investments, Inc. — Appleton, WI
The Tarbox Group, Inc. — Newport Beach, CA
Train, Babcock LLC — New York, NY

Join us in welcoming these 12 new members:

We also welcome these new associate members:

Rep. Randy 
Neugebauer (R-Texas)

Rep. John Carney 
(D-Del.)

Sen. Tom Carper 
(D-Del.)
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